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| am pleased to present to you the Quarterly Report of the Montgomery County Employees’ Retirement
System (“ERS”) for the quarter ended December 31, 2016. This quarterly report is designed to assist you
in understanding the current status of the ERS. This report was prepared pursuant to the provisions of the
Montgomery County Code.

History

The Employees’ Retirement System was established in 1965 as a cost-sharing multiple-employer defined
benefit pension plan providing benefits to the employees of Montgomery County and other agencies or
political subdivisions who elect to participate. The System is closed to employees hired on or after October
1, 1994, except public safety bargaining unit employees and employees who elect to participate in the
Guaranteed Retirement Income Plan (“GRIP”). There were approximately 5,600 ERS and GRIP active
members and 6,500 retirees participating in the ERS as of December 31, 2016.

Performance Results

The total return achieved by the ERS assets for the quarter was a gain of 0.16%, 79 basis points ahead of
the 0.63% loss recorded by the policy benchmark. For the one-year period ending December 31, 2016 the
ERS’ gross return (before fees) was a gain of 10.21%, 80 basis points ahead of the 9.41% gain recorded
by the policy benchmark. The one-year gross return places the ERS’ performance in the top quartile of the
universe of comparable pension funds constructed by the Board’s consultant, Wilshire Associates. Our
annualized performance of 5.80% for the three-year period and 8.84% for the five-year period ranked in the
first and second quartile of the universes, respectively. The annualized return for the ten-year period was
6.39%, and ranks first quartile in Wilshire’s Large Public Funds Universe. The asset allocation at December
31, 2016 was: Domestic Equities 20.3%, International Equities 15.1%, Global Equities 2.8%, Fixed Income
23.0%, Inflation Linked Bonds 11.1%, Public Real Assets 9.1%, Private Equity 7.1%, Private Real Assets
5.1%, Private Debt 0.8, Opportunistic 3.9%, and Cash 1.7%. We estimate that the funded status of the
ERS was 94.3% as of December 31, 2016. The actual funded status will be affected by the ERS’
membership experience, as well as demographic and economic changes and may be higher or lower when
calculated by the actuary during the next valuation.

Major Initiatives

During the quarter, the ERS made a $10 million commitment to New Energy Capital Infrastructure Credit
Fund, a private debt fund.

Capital Markets and Economic Conditions

Economic data reflected that the GDP increased at an annual rate of 1.9% in the fourth quarter of 2016, a
decrease from the economy’s third quarter expansion of 3.5%. The GDP reading came in below the 2.2%
consensus estimate of economists. For the year 2016, GDP expanded 1.6%, the lowest level since 2011.
Net exports slumped in Q4, subtracting 1.7 percentage points from GDP, the most since Q2 2010; this was
a sharp reversal of the strong positive impact exports had on Q3 GDP. Also contributing to the slowing
GDP growth was a deceleration in Personal Consumption Expenditure and a downturn in federal
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government spending. While consumer spending slowed relative to the preceding quarter, it increased
2.5% in Q4, in line with projections. The economy was also aided from business outlays on equipment,
which rose 3.1%, the first gain in five quarters. Inventories continued to expand on the uptick in Q3 and
added one percentage point to GDP growth, the most since early 2015. After a decline in the previous
guarter, the housing recovery continued throughout Q4, with residential construction increasing at a 10.2%
annualized rate, adding 37bps to growth. The economy added 445,000 jobs during the fourth quarter, a
decrease from Q3’s 716,000 gain. The unemployment rate ended 2016 at 4.7%, edging down slightly in
the fourth quarter after showing little change earlier in the year. Inflation continued to show slight signs of
positive pressure as CPI posted a 2.1% year over year growth rate, the largest 12-month increase since
the period ending June 2014. Core CPI, which excludes food and energy, remained constant at 2.2%. For
the 2016 calendar year as a whole, private investment decreased for the first time since 2009, consumer
spending slowed, as well as public spending and investment. In contrast, exports increased slightly and
imports slowed.

Public Equity Markets: U.S. equities posted strong performance during the quarter as the employment
and economic growth pictures continued to indicate a healthy domestic economy. The first five weeks of
the quarter experienced a slight drop in the equity markets, but the markets rallied significantly following
the U.S. elections, as investors cheered the prospects for lower taxes and increased infrastructure
spending. The higher yielding sectors of Real Estate, Utilities, Consumer Staples, and Telecom continued
their downward trend that began in July as interest rates
extended their climb. Health Care lagged due to uncertainty
about future Fed policy. Financials were the top performing
sector in the S&P 500, returning over 21% for the quarter due
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underperformed, particularly South Korea, Singapore, and
Hong Kong. The economically sensitive sectors of the MSCI EAFE performed the strongest, with the Energy
and Financials sectors returning 11% and 10% respectively. Much like their U.S. counterparts, the yielding
sectors were the worst performers in international markets, with Consumer Staples recording a 10% loss
and Health Care 8%, Utilities 7%, and Telecom 7% losses. The nearly 8% spread between the local and
USD MSCI EAFE Index returns was the largest quarterly difference since 2010, highlighting the strength of
the dollar post-election. Emerging Market equities started the quarter well but sold off sharply following the
U.S. election, finishing Q4 down 4.16%. Uncertainty over U.S. trade policy and a strong U.S. Dollar drove
Emerging Market losses, which still managed to finish up 11% in 2016. The commodity exporting nations
of Russia and Brazil continued to rally, returning 19% and 2% respectively. Alternatively, China and India
experienced sharp selloffs, recording losses of 7% and 8%, respectively. Our combined international equity
performance was a loss of 1.86%, underperforming the 1.49% loss recorded by the benchmark index. Our
global equity manager recorded a loss of 1.64%, underperforming the 1.19% gain of the MSCI ACWI
benchmark, primarily due to the manager’s overweight to Asia and underweight to the United States.

Private Equity: Buyout fund activity in the U.S. slowed for the second consecutive quarter and remained
slow relative to 2013-2015 levels. After a slow start to the year, buyout fundraising has continued to
accelerate during 2016 and ended the year up 12% from the trailing three-year average of $109 billion.
Purchase price multiples ended 2016 at 9.7x after peaking at more than 10x EBITDA during the first quarter
of 2016. Leverage multiples also declined after a steady climb from 2009-2014. U.S. venture capital activity
has slowed relative to the peaks in 2015, both in terms of deals completed and dollars invested. However,
U.S. venture fundraising reached $41 billion in 2016, which exceeded the 2014 post-crisis peak. During
the quarter, our private equity managers called a combined $9.3 million and paid distributions of $16.8
million. Our current allocation to private equity is 7.10%, with a market value of $263.6 million. From its
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2003 inception through September 30, 2016, the private equity program has generated a net internal rate
of return of 9.2% versus a 11.6% return for the dollar-weighted public market equivalent (the Russell 3000
Index plus 300 bps). The direct private equity program generated a 16.7% return versus 15.8% for the
benchmark since inception (2009).

Opportunistic: Hedge funds, as measured by the HFRI Fund Weighted Composite Index, gained 0.92%
in the fourth quarter. On a sub-strategy basis, the HFRI Event-Driven Index rose 2.92%, the HFRI Relative
Value Index gained 1.63%, and the HFRI Macro Index was down 1.80%. The opportunistic portfolio
returned 1.94% in the fourth quarter, outperforming the 0.46% gain of the HFRI Fund of Funds Index
primarily due to reversal of security level positioning which had previously detracted from performance.

Fixed Income: U.S. Treasury yields increased across the
curve during the quarter as promises of lighter regulation,
lower taxes, and increased econmic growth under the new
Trump administration caused investors to move out of fixed 3.50% -
income and into more risky assets. Though yields were up 5 g9,
across the curve for the quarter, overall, the yield curve
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the period at 3.06%. The yield curve steepened in Q4 (shown
in the chart to the right) as the spread between 2-year and 10- 1.00% -
year Treasuries, the main gauge of the yield curve, widened g9,
by 42 bps to 125 bps. For the quarter, the 2-year Treasury
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rose by 1.88%, the Barclays Aggregate was down 2.98%, and the Barclays

Long Govt/Credit Index recorded a loss of 7.84% as credit spreads materially widened. The fixed income
performance for the quarter was a loss of 3.34%, outperforming the custom benchmark’s loss of 3.74%.
Our global inflation-linked bond portfolio, combined with a portable alpha overlay, returned 0.09% for the
quarter, outperforming the benchmark’s 4.63% loss.
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Private Debt: U.S. Mezzanine fundraising saw a spike in Q4 activity across four large credit funds that
made up the approximate $15.6 billion of new capital raised. Mezzanine yields grew by approximately 50
bps during the quarter — now falling between 10.50% - 13.50% for middle market firms with less than $50
million of EBITDA. While direct lending and mezzanine strategies closed on the most capital during 2016
in the private debt space, distressed funds closed on significantly more capital per fund than either of the
aforementioned strategies. The Q4 default rate and absolute dollar amount of defaults fell from the previous
quarter, leaving distressed investment opportunities still somewhat scarce. During the quarter, our private
debt managers called a combined $4.7 million and paid distributions of $329,000. Our current allocation to
private debt is 0.77%, with a market value of $28.6 million. From inception through September 30, 2016,
the private debt program generated a net internal rate of return of 12.2% versus a 8.2% return for the dollar-
weighted public market equivalent benchmark (BofA Merrill Lynch High Yield Master 1l Constrained + 300
bps).

Private Real Assets: U.S. real estate values have moderated as the real estate cycle has matured. The
total return for the NCREIF Property Index (NPI), a measure of private commercial real estate properties in
the U.S., was 1.7% in the fourth quarter 2016, down from 1.8% last quarter and 2.9% in the fourth quarter
of 2015. Industrial maintained its lead for quarterly (3.04%) and yearly (12.31) total returns. Transaction
volume for NPI properties totaled $14.0 billion in the fourth quarter 2016, for a 24% increase in volume over
the same quarter a year ago. Cap rate compression continued with the implied valuation cap rate at 4.4%,
setting a historical low. Within the upstream oil and gas sectors, deal volume accelerated as OPEC’s
agreement to curtail production increased confidence. During the quarter, our private real assets managers
called a combined $3.3 million and paid distributions of $19.1 million. Our current allocation to private real
assets is 5.1%, with a market value of $188.2 million. From its 2006 inception through Spetember 30, 2016,
the private real assets program has generated a net internal rate of return of 4.9% versus a 6.6% gain for
the long-term benchmark CPI plus 500 bps. Underperformance is primarily due to real estate commitments
prior to the financial crisis of 2008 and a private oil and gas fund in 2010.
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Public Real Assets: The Bloomberg Quarterly Commodity Performance
Commodity Index advanced 2.7%, with three out
of the four sectors posting gains. Energy rallied
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declined 5.6% for the quarter as all three regions

posted negative returns in U.S. dollar terms -- Europe, Asia and North America declined 9.0%, 7.5%, and
3.4% respectively. Within Asia, Hong Kong property company share prices dropped 12% in the fourth
quarter after the government surprised the market with a substantial increase in the transaction tax to
dampen the pace of price appreciation. While Japanese real estate was up 9% in yen, it declined 4% in
U.S. dollar terms due to significant depreciation of the currency. Australia REITs weakened after bond
yields increased; however, the underlying real estate markets remains relatively healthy. European markets
struggled due to a combination of rising rates, political uncertainty and currency headwinds. U.S. REITs
declined on rising interest with high dispersion across property types. More interest rate sensitive strategies
and sectors such as Triple Net (where the tenant assumes most of the real estate risk) and Healthcare
were down 14% and 10% respectively, while hotel REITs surged 20% on improving demand.

Master Limited Partnerships (MLPs), as measured by the Alerian MLP Total Return Index, advanced 2.0%
for the quarter as strong price gains in oil, natural gas and NGL are resulting in U.S. energy producers
increasing their production of these commodities. In addition, the market is expecting that President
Trump’s policy will likely result in increased U.S. energy production.

For the quarter, the public real asset portfolio declined 2.56%, underperforming the custom benchmark by
66 bps due to underperformance by our active real estate manager and an underweight to MLPs which
were the best performing strategy within public real assets for the quarter.

Additions

The primary sources of additions for the ERS include contributions from members and employers and
investment income. The following table displays the source and amount of additions for the quarter ending
December 31, 2016 and fiscal year-to-date.

Employees’ Retirement System
Contributions and Investment Income (millions)

Qtr Fiscal

12/31/2016 YTD
Employer Contributions $ 21.7 $ 50.5
Member Contributions 6.0 12.0
Net Investment Gain (Loss) 100.0 81.9

$ 127.7 $ 144.4
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Deductions

The deductions from the Employees’ Retirement System include the payment of retiree and survivor
benefits, participant refunds, and administrative expenses.

Employees’ Retirement System
Deductions by Type (millions)

Qtr Fiscal

12/31/2016 YTD
Benefits $ 58.9 $ 116.9
Refunds 0.8 2.6
Administrative Expenses 0.7 1.4
$ 60.4 $ 120.9

Outlook

The markets shifted rapidly following Trump’s unexpected victory in the U.S. presidential election. Equity
markets rallied, bond yields rose and the U.S. dollar strengthened due to President Elect Trump’s pro-
growth agenda, which included fiscal expansion, tax reforms, and infrastructure spending. Post elections,
investor’s attention turned to the upcoming Fed meeting in mid-December. Following a 0.25% rate increase,
the Fed updated projections for near-term growth, inflation, and the future path of interest rate increases.
The Fed signaled three potential rake hikes in 2017 at their December 2016 meeting.

The outlook for the industrials and materials sectors improved following the election on the prospects for
lower corporate taxes and regulatory burdens, which would likely encourage capital spending and result in
higher net income. OPEC’s commitment to reduce supply led to an energy sector rally during the fourth
quarter. In North America, impressive gains in productivity set the stage for a return to production growth
in the second half of 2017 but could challenge OPEC'’s discipline to adhere to its voluntary quotas.

December consumer confidence reading increased 4.3 percent and was the highest level since September
2001, which could remain strong with tax cut and fiscal stimulus expectations. Unemployment remained
low and job growth continued to be robust. Boosted by incentives, auto sales reached record highs while
housing showed a gradual but steady improvement. However, some cautionary signs remain. Interest rates
are still near record lows but the prospect of higher rates could ultimately dampen the recovery in housing
and autos. In addition, the potential for a border tax increased concerns among importers, particularly
apparel companies and retailer.

Aside the U.S. elections, the global markets were able to overcome a number of additional concerns such
as the Brexit vote, the Italian referendum, etc. A recent survey to measure attitudes towards the E.U.
indicate that Euroscepticism has receded throughout Europe after Brexit. Even in Italy, long one of the most
Eurosceptic member countries, support of the E.U. edged up. The Brexit vote and the uncertainty it
unleashed, including political infighting as well as the dismal performance of the British pound, has
apparently reminded Europeans of the benefits of the union. In France, while the presidential elections in
2017 create considerable uncertainty, pronouncements from leading candidates suggest a new
government has the potential for a positive surprise, including the possibility of reforms that could raise
confidence in the French Economy. In Japan, the recent weakness in the yen provides support for
corporate earnings. Meanwhile, the Chinese economy continues to be a major concern in the Asia region.
However, the Bank of China’s support for a weaker Chinese currency should have a positive effect on the
export-oriented economy.

Sources: Bloomberg, Northern Trust, MSCI, S&P, T. Rowe Price, FRM, Wilshire Associates, Bridgewater, JP Morgan, BlackRock, Eagle,
Gryphon, PE Hub, Private Equity Analyst, Pitchbook, Real Capital Analytics, RE Alert, Schroder, Oil & Gas Investor, U.S. Bureau of Labor
Statistics, U.S. Bureau of Economic Analysis, PwC Deals, NCREIF.
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STATEMENTS OF FIDUCIARY NET POSITION

December 31, 2016

Assets
Equity in pooled cash and investments
Investments:
Northern Trust
Aetna
Fidelity - Elected Officials Plan
Fidelity - DRSP/DROP/MCGEO DROP
Total investments
Contributions receivable
Capital assets
Less depreciation
Net capital assets
Total assets
Liabilities
Benefits payable and other liabilities

Net position restricted for pensions

437,578

3,654,471,637
966,184
555,657
6,610,118

3,662,603,596

6,980,034

900,043
600,029

300,014

3,670,321,222

5,204,517

3,665,116,705
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STATEMENTS OF CHANGES IN FIDUCIARY NET POSITION
December 31, 2016

Additions
Contributions:

Employer
Member

Total contributions

Investment income

Net investment income

Less investment expenses

Total additions

Deductions

Retiree benefits

Disability benefits

Survivor benefits
Refunds

Administrative expenses

Total deductions

Net increase

End of period

Net position restricted for pensions
Beginning of period

Quarter Fiscal YTD
$ 21,713,764 $ 50,462,340
5,966,167 11,964,176
27,679,931 62,426,516
104,598,673 90,179,087
4,584,098 8,240,378
100,014,575 81,938,709
127,694,506 144,365,225
43,982,304 86,918,099
12,628,992 25,315,186
2,285,167 4,554,266
768,275 2,623,050
716,627 1,440,533
60,381,365 120,851,134
67,313,141 23,514,091
3,641,602,614 3,641,602,614
$ 3,708,915,755 $ 3,665,116,705




